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COMMENTS

U S WEST Communications, Inc. ("U S WEST"), through counsel
and pursuant to the Federal Communications Commission’s

("commission") Notice of Proposed Rulemaking,' hereby files its

comments on the Commission’s "add-back" proposal.

I.  INTRODUCTION

In its Notice, the Commission notes that existing price cap
rules do not address the issue of how sharing amounts or low-end
adjustment amounts (i.e., as a result of the previous year’s
earnings) should be treated in calculating local exchange carrier
("LEC") earnings for the current year.? In proposing that
sharing and low-end adjustment amounts be "added back" to
calculate LEC earnings, the Commission observes that "under rate

of return requlation we have required LECs to ’‘add-back’ an

1

carriers, Rate of Return Sharing and lower Formula Adjustment
CC Docket No. 93-179, Notice of Froposed Rulemaking, rel. July 6,
1993 ("Notice" or "NPRM").

14, at ¢ 4.

No. of Copies uc'd__w

LUstABCDE




2

adjustment for rate of return-based refunds from prior
periods."® Under its "add-back" proposal, the Commission would
require price cap LECs to exclude from base period earnings
"amounts associated with exogenous adjustments to the [Price Cap
Index] PCI for the sharing or lower formula adjustment
mechanisms."* The net effect of the proposed rule change is
that a sharing or low-end adjustment in a single year could lead
to subsequent adjustments over a series of years.

Thus, in proposing to "add back" sharing and low-end

agjustment¥amonntsL_the,Qommission is abandoning the price cap

concept of one-time adjustments and proposing that hypothetical
rates of return be calculated to determine price cap adjustments
for future years. The NPRM is particularly troubling in that it
equates "sharing" under price cap regulation with "refunds" under
rate of return regulation and all but ignores the fact that the
Commission found traditional rate of return regulation distorted
carrier incentives.’ By itself, the NPRM gives the impression
that rate of return regulation is the rule of the day rather than
price cap regulation.

U S WEST opposes the Commission’s "add-back" proposal for

the reasons stated below.

Dominant carriers,
11 21-22 (1990) ("Price Cap Order"™).

314, at g 3.
*1d, at Appendix B.

see
, 5 FCC Rcd. 6786, 6789
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II. PRICE CAP ADJUSTMENTS WERE INTENDED TO BE ONE-TIME
ADJUSTMENTS ONLY

U S WEST does not believe that in adopting price cap
regulation the Commission ever intended sharing and low-end
adjustments to have an effect beyond one year. In discussing
sharing in its original Price Cap Order, the Commission was quite
clear as to its intent in adopting a sharing mechanism:

Furthermore, the sharing mechanism operates only as a

one-time adjustment to a single year’s rates, so a LEC

would not risk affecting future earnings, as it would

in the case of the stabilizer we had previously

considered.®
With its "add-back" proposal, the Commission is effectively

proposing to abandon the price cap concept of one-time

adjustments.

III. “SHARING" CANNOT BE EQUATED TO A "REFUND"

Throughout its NPRM, the Commission implies that sharing
under price cap regulation is the equivalent of a refund under
rate of return requlation.” U S WEST disagrees. Sharing and
refunds are the products of totally different regulatory regimes.
Price cap regulation is incentive-based regulation which limits
price changes and rewards LECs for productivity improvements.
Rate of return regulation, on the other hand, is basically "cost-

plus" requlation where LEC rates are established based on costs

6Id. at 6803 § 136.
’E.q., see NPRM at ¥ 8.
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including a prescribed return on capital. A refund under rate of
return requlation is the product of "overearnings" and is based
on a finding that rates are unlawfully high. Under price cap
regulation, there is no such thing as "overearnings."® The
sharing and low~end adjustment mechanisms were adopted due to
variations in LEC productivity, not to limit LEC earnings.’ 1In
fact, the interstate price cap plan for AT&T has never contained
a sharing or low-end adjustment mechanism.

Thus, the only connection between sharing and earnings under
price cap regulation is via LEC productivity changes. The
Commission’s NPRM and "add-back" proposal appear to be aimed at
controlling LEC earnings.'” This is at odds with the underlying
precepts of price cap regulation. Customers are already fully
protected through pricing restrictions and annual productivity

offsets -~ the Commission’s add-back proposal only reintroduces

%Even in the 100% sharing range, rates which comply with the
price cap rules are presumed to be just and reasonable. This is
quite different from traditional rate of return regulation where
refunds and overearnings are associated with unreasonable rates.
There is no such parallel under price cap regulation. See Price
Cap Order, 5 FCC Rcd. at 6802 § 128.

"In recognition of the difficulty of determining a single,
industry-wide productivity offset that will be accurate for all
LECs, the Commission adopted sharing and adjustment mechanisms to
adjust rates in the event of unanticipated errors in the price

cap formula."
, 6 FCC Rcd. 2637,

for Dominant carriers, Order on Reconsideration
2676 § 86 (1991). Also, see Price Cap Order, 5 FCC Rcd. at 6801
g 120.

“one of the reasons the Commission cites as justifying add-
back is that "without add-back, artificial swings in earnings can
occur." NPRM at 9 12.
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old rate of return disincentives.'' Rather than adopting the
add-back proposal, the Commission should consider eliminating the
sharing and low-end adjustment mechanisms in their entirety.
These mechanisms are the last vestiges of rate of return
regulation and have no place in an incentive-based price cap

plan.

IV. THE COMMISSION’S "ADD-BACK"™ PROPOSAL IS A SUBSTANTIVE RULE

CHANGE WHICH CANNOT BE APPLIED RETROACTIVELY

The Commission’s "add-back" proposal is a substantive change
in the Commission’s existing price cap rules. Throughout the
NPRM, statements are made such as "the add-back adjustment should
continue to be part of the rate of return calculations of LECs
subject to price caps"'? and the NPRM all but openly asserts
that LECs are required to employ the add-back approach under
current price cap rules. U S WEST disagrees. The Commission’s
add-back proposal is a substantive change in the price cap rules
which cannot be applied retroactively to LECs."™ The Commission

must agree with this position -~ since it initiated this

""The Commission recognized this in its NPRM when it
observed that "[B]y reducing the range of earnings permitted
under the backstop, however, add-back does reduce the efficiency
incentives." Id. at ¢ 14.

2 see id, at § 15.

3The Commission would be engaging in retroactive rulemaking
if it required LECs to employ the "“add-back"™ approach to other

than prospective sharing and low-end adjustments. Sege
Georgetown University Hospital, 109 S. Ct. 468, 471-72 (1988).



6
rulemaking.'™ It is U S WEST’s position that LECs cannot be
lawfully required to "add-back" sharing and low-end adjustment
amounts under current price cap rules. The fact that the
Commission required LECs to add back refunds under rate of return
regulation is not relevant to how sharing and low-end adjustment

amounts should be calculated under price cap regulation.

v. ALL SHARING AND LOW-END ADJUSTMENTS MUST BE APPLIED TO PCIs,
NOT APIs

Under price cap regulation, LECs may price below their Price
Cap Indices ("PCI"). When this occurs, LEC Actual Price Indices
("API") are less than their PCIs. If a LEC is priced below its
PCI, it is free to increase its rates to the cap at any time on
14 days’ notice. All applicable sharing and low-end adjustment
amounts are applied to a LEC’s PCI, not its API. Even with a
sharing adjustment, a LEC may not be required to lower rates if
it is already priced sufficiently below its PCI. Clearly, it
would make no sense to apply such adjustments to a LEC’s API. To
do so would penalize LECs for pricing below their PCIs and incent
LECs to price at the cap.

Therefore, if the Commission modifies its rules to
incorporate "add-back" requirements, any subsequent sharing and
low-end adjustments (ji.e., as a result of an "add back") should

be treated in the same manner as any other sharing or low-end

“At the very least, the Commission should delay considera-
tion of such a change until completion of the LEC price cap
review scheduled to begin in early 1994.
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